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Proposal for a Uniform Regulation on
Business Income Under UDITPA
By David B. Sarver and Robert E. Hynes*
WHEN the Illinois Income Tax Act was enacted on July 1, 1969,1
the State of Illinois was thrust into a controversy which has long involved the tax administrators of her sister states. At present, 43 states
and the District of Columbia levy taxes based on or measured by corporate net income. 2 The tax administrators of, and interstate taxpayers in, each of those states are embroiled in determining to what
extent an interstate business activity should be required to submit to
the income taxing power of the respective states. The complexity of
the problems arising from this question cannot be overstated. At present, state legislatures and the United States Congress are seeking waysseparately for the most part-to resolve this myriad of problems.
The ramifications at times seem endless. Matters such as requisite
jurisdictional standards, proper formulary apportionment, definition of
formulary factors, and combined and consolidated reporting are now
individually the subject of significant discussion and debate. While the
authors are fully aware of the extent of the problems, the purpose of
this article is to focus upon the problem of differentiating between an
interstate corporate taxpayer's "business income" and "nonbusiness income" under the Uniform Division of Income for Tax Purposes Act

(UDITPA).

3

Under UDITPA nonbusiness income is allocated, item by item, to
each appropriate state.4 All the remaining income is then labeled business income and is apportioned, according to a three-factor formula,
* Mr. Sarver is the Manager and Mr. Hynes the Assistant Manager of the
Regulations and Hearings Division, Income Tax Group, Illinois Department of Revenue.
The opinions expressed are those of the authors and are not intended as official statements of the Illinois Department of Revenue.
1. Illinois Income Tax Act, ILL. ANN. STAT. ch. 120, § 1-101 to 17-101 (SmithHurd Supp. 1970).
2. CCH STATE TAX GUrmE, ALL STATES UNIT 1042 (1970).
3. UNIFORM DIVISION OF INCOME FOR TAX PuRiosEs ACT, in CCH STATE TAX
GUIDE, ALL STATES UNIT 1027-29 (1970) [hereinafter cited as UDITPA].
4. Id. §§ 4-8.
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among the states in which the corporation operates.5 The traditional
approach to differentiating between these two classes of income for
purposes of UDITPA has been to automatically identify specific types
of income as nonbusiness income. 6 The majority of states generally
presume that the following types of income are nonbusiness income:
(1) rents and royalties from real and tangible personal property; (2)
capital gains and losses from real and tangible personal property; (3)
capital gains and losses from intangible property; (4) interest and dividends; and (5) patent and copyright royalties. This income is then
assigned, item by item, to each jurisdiction in accordance with the rules
for allocation of nonbusiness income provided in UDITPA sections 5
through 7.
The interpretation upon which the traditional approach is based
has been rejected in the approach taken by the proposed Illinois regulations 7-an approach that is believed to be more equitable and reasonable. The authors intend to illustrate that all states following
UDITPA could, by adopting similar regulations, eliminate uncertainty
and achieve greater uniformity in the taxation of corporations with
interstate income.
I.

The Uniform Division of Income for Tax
Purposes Act (UDITPA)

It is now generally agreed that a state having sufficient jurisdiction
may tax an interstate corporation only to the extent that the income of
such corporation arose from activities within the taxing state.' The
courts, both state and federal, have been somewhat limited in their
scrutiny of the various methods which have been used by the states.
Unless it can be shown that the taxing state has acted so unreasonably
as to violate due process standards, the courts will uphold the method
adopted to measure the extent of activity in the taxing state.'
5.

Id. § 9.

6. For a traditional interpretation of UDITPA and similar statutes, see 1
P-H STATE AND LOCAL TAXES, ALL STATES UNIT I 91,404-05 (1962). See also Lynn,
Formula Apportionment of Corporate Income for State Tax Purposes: Natura Non
Facit Saltum, 18 OHIO ST. L.J. 84 (1957).
7. ILL. DEP'T OF REVENUE, PROPOSED INCOME TAX REGULATIONS (1969), in
CCH STATE TAX REP.-ILL. f 12-411 (1969) [hereinafter cited as PROPOSED REGULATIONS]. See text accompanying notes 35-66 infra.

8. Northwestern States Portland Cement Co. v. Minnesota, 358 U.S. 450 (1959);
Hans Rees' Sons v. North Carolina, 283 U.S. 123 (1931); Fargo v. Hart, 193 U.S. 490
(1904).
9. An excellent review of judicial analysis of state apportionment formulae appears in Rudolph, State Taxation of Interstate Business, 25 TAX L. REV. 171 (1970).
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When first considering the matter of how to measure an interstate
corporation's business activity within a given state, there is little doubt
that the ideal approach would call for a separate accounting method
giving specific identification to income earned and expenses incurred
in each state. Unfortunately, the reality of interstate business operations precludes such an approach. For this reason, arithmetic formulas
have been developed that incorporate certain factors in an attempt to
best approximate the business activity of a corporation within a particular state. The formula most often used by the states imposing a
corporate net income tax is that set out in the Uniform Division of
Income for Tax Purposes Act (UDITPA). ° The Act was drafted in
1957 by the National Conference of Commissioners on Uniform State
Laws and has been adopted by the District of Columbia and 23 states
having a corporate net income tax." Substantially the same formula
presented in the Act is incorporated into the provisions of the Multistate
Tax Compact which is presently utilized by several states in an attempt
to achieve uniform administration of tax laws. 2 Illinois adopted the
Compact in 1967.'"
The pertinent sections of UDITPA initially categorize income as
either business income or nonbusiness income. 1 4 Nonbusiness income is
allocated, item by item, to each appropriate state;' 5 business income is
apportioned, by applying a three-factor formula, among the states in
which the corporation operates.'"
The traditional view, which has presumed specific categories of7
income to be nonbusiness income for purposes of applying UDITPA,'
has become the object of increasing opposition. A preferable view, it
is argued, is one presuming all income of an interstate corporation to be
business income.' s One contention is that the traditional approach is
based upon a misinterpretation of UDITPA.' 9 Further, the authors
believe the traditional approach to be contrary to sound business pracUDITPA § 9.
CCH STATE TAX GumE, ALL STATES UNrr 1043 (1970).
12. For a summary of the organization and its objectives, and a listing of member states, see 1 P-H STATE & LOCAL TAXES, ALL STATES UNrr ff 5100-51 (1970).
13. ILL. ANN. STAT. ch. 120, H9 871-75 (Smith-Hurd Supp. 1970).
14. UDITPA § 1.
15. UDITPA 99 4-8.
16. Id. § 9.
17. See note 6 & accompanying text supra.
18. See, e.g., Kinnear & Kust, Commentary on a Proposed FederalBill to Permit
a Multistate Tax Compact and Provide a System for the Taxation of Interstate Commerce, in 1 P-H STATE & LOCAL TAXEs, ALL STATES UNiT 6611, at 6615-16 (1970).
19. See text accompanying notes 20-26 infra.
10.

11.
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tice. We submit that, within the framework of UDITPA, the most
equitable and realistic mode of income division should be based on the
premise that all income of an interstate corporation constitutes apportionable business income. The notion that certain species of income
are per se allocable nonbusiness income is flatly rejected.
A. Analysis of the Business-Nonbusiness Income
Provisions of UDITPA
To analyze adequately the traditional interpretation of UDITPA's
business-nonbusiness dichotomy, it is necessary to set out the relevant
provisions of the Act. Business income is defined in section l(a) as
income arising from transactions and activity in the regular course
of the taxpayer's trade or business and includes income from tangible and intangible property if the acquisition, management, and
parts of the taxdisposition of the property constitute integral
20
payer's regular trade or business operations.
Nonbusiness income is firmly and convincingly delineated in section
1(b) as
21
all income other than business income.
Section 9 of the Act requires the apportionment of all business income
and sets out the apportionment formula. It reads as follows:
All business income shall be apportioned to this state by multiplying the income by a fraction the numerator of which is the propplus the sales factor and the
erty factor plus the payroll factor
22
denominator of which is three.
Section 4 of the Act, which contains a general statement as to the allocation of nonbusiness income, reads as follows:
Rents and royalties from real or tangible personal property, capital gains, interest, dividends and patent or copyright royalties,
income, shall be
to the extent that they constitute nonbusiness
3
allocated as provided in Sections 5 through 8.2
The popular reading of the above definitions is that those types
of income set out in section 4 are to be almost exclusively regarded as
nonbusiness income. This interpretation is, for the most part, based
on the fact that section 4, unlike any of the other provisions of the Act
dealing with allocation and apportionment, mentions specific kinds of
income. Although this specificity cannot be ignored, an objective consideration of all the relevant provisions of the Act makes the prevailing
interpretation extremely difficult to sustain. The most apparent fault
20.
21.
22.
23.

UDITPA
UDITPA
UDITPA
UDITPA

§
§
§
§

1(a).
l(b).
9 (emphasis added).
4 (emphasis added).
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of the majority view is that proper emphasis is not placed on the conditioning language within section 4. The required allocation of each of
the categories of income cited therein is expressly conditioned by the
words, "to the extent that they constitute nonbusiness income. '24 It
seems eminently sensible to conclude that the popular notion-that
these items are to be automatically regarded as nonbusiness incomefails to give any recognition to this caveat.
Further evidence that the popular interpretation of the Act is misguided can be found in a review of UDITPA's definition of business
income in section l(a). Income from tangible and intangible property, which is merely a broader classification of the items of income
set out in section 4, is clearly noted as being included in the definition
of business income so long as such income constitutes an integral part
of the taxpayer's business operations. Nevertheless, those adhering to
the traditional interpretation subscribe to the notion that income from
tangible and intangible property not the principal product of the taxpayer's business activity is to be regarded as nonbusiness income. In
other words, they argue that the mention of income from tangible and
intangible property in the definition of business income is made merely
to deal with the isolated cases where such income is the only business
activity of the taxpayer or where such income is a direct adjunct of the
principal business activity, as in the case of interest earned on accounts
receivable.2 5 It is submitted that to grant such token significance to
this part of section l(a) is unreasonable. The import of the statutory
language would indicate that the drafters intended more.
B. Background of the Business-Nonbusiness Provisions

-

of UDITPA
UDITPA was drafted in 1957 by the National Conference of
Commissioners on Uniform State Laws in an attempt to encourage uniformity of taxation among the several states then levying corporate net
income taxes. The Act was principally the result of efforts of representatives of the Controllers' Institute of America and the Council of
State Governments. By briefly analyzing the origin of the Act it can
be shown that the interpretation traditionally placed on the categorization of business and nonbusiness income is erroneous.
Little in the way of the drafters' memorialized intent can be
gleaned from their comments accompanying the model Act. Section
24.
25.

Id.
Rudolph, State Taxation of Interstate Business, 25 TAx L. REV. 171 (1970).
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4, the definition of nonbusiness income, is absent any comments by
the drafters; although section l(a), the definition of business income,
does contain drafters' comments, they unfortunately do not speak directly to the question at hand. Nevertheless, the drafters do indicate
that a taxpayer may have more than one business, with the income of
each constituting business income subject to formulary apportionment.
It is arguable, therefore, that the traditional notion-categorizing
as nonbusiness income that income from tangible and intangible property not the principal product of the taxpayer's business activity-may
be contrary to the drafter's intent. The income from a secondary activity of a single business, concededly not the product of the principal
activity of that business, is much like the business income of a second
business to which the drafters allude and, as such, should come within
the definition of business income.
Further evidence of the origin of the definitions in UDITPA has
been brought to the attention of the authors-a research report issued
in 1954 by the Controllers' Institute of America, one of the principal
groups involved in drafting UDITPA. 26 The report noted that the
question as to what income was to be allocated, item by item, and what
income was to be apportioned by formula was then, as now, the center
of some controversy. Surely, representatives of the Controllers' Institute pointed out to the drafting committee the existing problems encountered by states and taxpayers in determining what was to be classified as business income. If the drafters intended to resolve the question
by declaring that dividends, interest, rents, royalties, and capital gains
and losses were always to be classified as nonbusiness income, they
failed to convey this idea in the statute as drafted. Such an approach
could have been easily and clearly incorporated. This was not done. 7
Therefore, one must assume that the drafters did not intend to automatically classify these items as nonbusiness income under their proposed statute.
C. The Theoretical Arguments for a New Interpretation
of UDITPA

As we have noted, the ideal solution to all allocation and appor26.

COHEN,

APPORTIONMENT

AND

ALLOCATION

B3Y STATES IN LEVYING TAXES BASED ON OR MEASURED
TURING, DISTRIBUTIVE, AND EXTRACTIVE CORPORATIONS;

FORMULAE

AND

FACTORS

USED

BY NET INCOME OF MANUFAC-

A

RESEARCH REPORT PREPARED

Rep. No. 2,
1954). The authors wish to extend their sincere appreciation to Mr. James Peters of
New York, for providing them with this report.
27. See text accompanying note 23 supra.
FOR CONTROLLERSHIP

FOUNDATION,

INC.,

(Series V Government/taxes
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tionment problems is to account for items of income by identifying the
state within which the item was earned. However desirable the ideal,
the suggestion is, in the usual instance, a practical impossibility since
the maze of corporate income-producing activity defies accurate jurisdictional classification. As a result, formulary apportionment, which
admittedly is far from ideal, is utilized as a practical alternative.
Inherent in the application of formulary apportionment is a distinction which the advocates of the traditional approach to UDITPA
fail to recognize. By regarding certain classes of income as nonbusiness and allocable without further investigation, they disregard the rationale behind formulary apportionment-corporate net income cannot
be readily identified as to jurisdictional source. To say that an interstate business can successfully identify a particular class of income as
peculiar to a certain jurisdiction is foolhardy, since even the accounting
profession cannot be expected to advance to the point where the operational source of each particular class of income can accurately be identified. When, then, is an item of corporate income to be characterized
as nonbusiness and thus allocable to a specific state?
In answering this question, the focus should be placed on the
reason underlying the use of formulary apportionment. Income should
not be apportioned by formula whenever it can be accurately ascribed
to a particular jurisdiction. In fact, however, today's complex economy makes it almost impossible to accurately ascribe any particular
class of income to a single state.
A theory often advanced by the traditionalist is that UDITPA is
drafted to classify all passive income as nonbusiness income and all
active income as business income. The notion of active income is
founded in the UDITPA definition of business income which states, in
effect, that business income is income from the taxpayer's regular trade
or business operations. Passive income then constitutes nonbusiness
income. While some justification exists for this distinction, it is submitted that the classes of income constituting passive income-such as
dividends, interest, rents, royalties, and gains or losses from the sale
of non-inventory assets-have become much too broad. For example,
an interstate corporation's portfolio of stocks and bonds may be only
an adjunct to regular business operations, but it surely plays a part in
the active business interests of the corporation. Can the daily analysis,
management and control of the portfolio necessary to its productivity
be called "passive"? The authors think not. It is indeed difficult to
envision the contemporary interstate corporation making an outlay of
funds without attendant aggressive control and management of the
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product of that outlay. Thus, existing categorizations of specific types
of income as exclusively passive are unrealistic and fail to take into account the nature of business operations.
With regard to the nonbusiness categorization of income from both
tangible and intangible property, the traditional approach to UDITPA
sought justification in the notion that such income has its source at the
situs of the property.28 Although a great deal of controversy has arisen
in defining the situs of such property, undue reliance is placed on the
significance of situs for purposes of levying a tax on the income produced by the property. The hub of the situs theory lies in the necessity
of determining a fixed location of property for purposes of property
taxes; this has no particular significance in the law of income taxation.
It is well settled that income can be distinguished from the asset which
produced that income and further, that a tax on such income is not a
tax on the property which produced that income. Hence, the body of
law which now places restrictions on the property-taxing powers of the
states has little relevancy when applied to the state's income-taxing
powers. Accordingly, property tax situs indicia are neither controlling
nor necessarily appropriate for income tax purposes.
The proposal advanced above, to expand UDITPA's definition of
business income to include income from tangible and intangible property, is by no means novel. Several states have attempted to do so with
limited success. Those opposing these attempts to expand UDITPA's
business income definition, however, have directed their attacks to
facets of the problem other than those discussed in this article. 9 Thus,
the substance of the arguments made herein remains unchallenged.
II.

Uniform Application of UDITPA

If a new uniform state income tax statute were drafted, the business-nonbusiness income problem of UDITPA would certainly come
under close and careful scrutiny. As pointed out above, however, it
91,404 (1962).
28. 1 P-H STATE & LOCAL TAXES, ALL STATES UNIT
29. For instance, in recent years the States of Kentucky, Square D. Co. v. Kentucky Bd. of Tax Appeals, 415 S.W.2d 594 (Ky. Ct. App. 1967), and North Carolina,
Gulf Oil Corp. v. Clayton, 267 N.C. 15, 147 S.E.2d 522 (1964), have attempted a
more realistic approach to the definition of business income by applying the formula to
intercorporate dividends. In each instance taxpayers challenged this approach, claiming it resulted in taxation of income not attributable to sources within the taxing
jurisdiction. When confronted with the issue, the courts focused their attention not on
the fact that the states had violated the traditional interpretation of business income,
but on the relationship between the payor and the receiving corporation within the
notion of unitary business operations.

November 19701

PROPOSED UDITPA REGULATIONS

was unwise or erroneous interpretation, not deficient drafting, that led
to the apparent deficiencies in UDITPA. The problems in applying
UDITPA have not been shown to be irremediable. In fact, despite all
the real or imagined faults, UDITPA and the Multistate Tax Compact
have been widely accepted.
The great attractiveness of UDITPA is in the "U." It is a uniform
statute. It is widely adopted.3 0 Any state deciding to adopt an income
tax law or to change an existing tax law could use UDITPA as a model
and then avoid any of its alleged pitfalls by adopting clear regulations.
It would have to find remarkably strong reasons for not following the
UDITPA approach.
A. Adoption of UDITPA by Illinois
The issue of a state income tax came before the Illinois General
Assembly in the spring of 1969."' Illinois had become a member of
the Multistate Tax Compact 2 years earlier. "z Further, the General
Assembly had been made aware of the UDITPA experience in a number of other states. Therefore, the appeal of uniformity and a concomitant regard for sharing in the experience of sister states led the
General Assembly, in drafting the Illinois Income Tax Act, to adopt the
UDITPA-Multistate Tax Compact language dealing with allocation and
apportionment. 38
The Illinois Department of Revenue, charged with administering
the Act, was immediately faced with many unanswered questions regarding income tax administration under UDITPA: What is business
income? What is nonbusiness income? When should separate ac34
counting be granted or required in place of formulary apportionment?

30. See note 11 & accompanying text supra.
31. Illinois Income Tax Act, ILL. ANN. STAT. ch. 120, §§ 1-101 to 17-101
(Smith-Hurd Supp. 1970).
32. Multistate Tax Compact, ILL. ANN. STAT. ch. 120, §§ 871-78 (Smith-Hurd
Supp. 1970).
33. Illinois Income Tax Act, ILL. ANN. STAT. ch. 120, §§ 3-301 to -307 (SmithHurd Supp. 1970).
34. For simplicity, the subsequent discussion will be confined to manufacturing,
mining, and merchandising corporations that have no conceptual problems in determining the property, payroll, and sales factors needed to apply the apportionment
formula. Transportation companies, financial organizations, and insurance companies
are not suited to applications of the three-factor formula; many states, including
Illinois, provide alternative apportionment rates for these businesses. E.g., id.
§§ 304(b), (c), (d).
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A Proposed Uniform Regulation

The practical problem of the tax administrator is to draft regulations making clear the UDITPA business-nonbusiness income distinction. These regulations must be based on statutory language and must
also be based on a consistent and acceptable theory of business objectives, operations, and practices. The Illinois Department of Revenue
has attempted to do this in its recently published Proposed Income
Tax Regulations.35
UDITPA provides an adequate-if not optimum-statutory definition of business income.36 It also provides special treatment for a
few items of income that, under particular circumstances, are nonbusiness income.3 7 As pointed out above,38 it is easy to support the position that no part of a corporation's income should ever be characterized
as nonbusiness income. A corporation is organized to do business;
very few have hobbies. The income it receives is the product of business operations and can legitimately be characterized entirely as business income.
Nevertheless, the drafters of UDITPA did provide for the existence
of nonbusiness income. Nonbusiness income, they said, is not income
arising "from transactions and activity in the regular course of the taxpayer's trade or business" and is not "income from tangible and intangible property if the acquisition, management, and disposition of
the property constitute integral parts of the taxpayer's regular trade or
business operations." 3 9 What, then, is nonbusiness income?
Selling the principal products of the business produces only business income; selling the productive assets also produces business in35. PROPOSED REGULATIONS § 300-2.
36. UDITPA § 1(a).
37. Id. §§ 4-8.
38. See text accompanying notes 19-28 supra.
39. UDITPA § 1(a). Note that the word "operations" is added at the end of
the phrase "regular trade or business" in the second part of section 1 (a), but not in
the first part. See text accompanying note 20 supra. Since an additional term is used,
it should be given significant effect. The maintenance and replacement of assets
used in producing stock in trade is certainly an integral part of business "operations."
If the acquisition and disposal of assets is not controlled by considerations of utility,
the firm will likely find itself incurring higher costs than firms who are prudently
managing their stock of productive assets. Further, if it were unreasonable to interpret
the definition of business income to include income or loss from transactions involving
productive assets, it would be unreasonable to allow depreciation of productive assets as
a charge against business income. The term "business operations" in the second part
of section l(a) is, therefore, reasonably and necessarily interpreted to include gains
or losses involving productive assets.
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come. 40 Selling includes not only complete disposition of the products
and assets, but also disposition-in exchange for rents, royalties, etc.
-of certain rights to their use. Income from intangibles is included in
this second category. For example, dividends and interest can be
viewed as business income flowing from the temporary use of working
capital in the business. Dividends can also come from longer term
investments made to insure sources of supply or markets for the principal products of the business. It seems clear, therefore, that all of these
categories of income can properly be characterized as business income.
Following the above reasoning, the Illinois Department of Revenue has proposed income tax regulations defining business income and
relating that definition to the operation of the three-factor business income apportionment formula. The regulations first provide that cor41
porations may elect to report all of their income as business income.
Secondly, for those corporations that do not choose to make the electo be used in
tion, the regulations provide a network of 4presumptions
1
determining what income is business income.
UDITPA and the Illinois Income Tax Act list certain types of
income that may be nonbusiness income.43 Under these provisions, a
corporation could be required to classify, item by item, each element
of income as either business income or nonbusiness income as the special facts and circumstances warrant.44 Obviously, for corporations not
electing to report all their income as business income, this could be
a tedious and difficult task. For example, many multistate corporations, derive income from a number of activities and investments.
Their nonbusiness income may consist of dividends, interest, rents,
royalties, and gains or losses from the sale of noninventory assets.
Rather than deal with these types of income class by class, the Illinois
regulations establish two basic classifications into which all income from
such sources may be grouped: (1) income from intangible personal
property and (2) income from real property and tangible personal
40. See note 39 supra.
41. PROPOSED REGULATIONS §§ 300-2(c)(2)(A)(i), (3)(A)(i). See text accompanying notes 48-50 & 57-61 infra.
42. PROPOSED REGULATIONS §§ 300-2(c)(2)(A)(ii), (3) (A) (ii). See notes 56 &
64 & text accompanying notes 52-56 & 62-64 infra.
43. UDITPA §§ 4-8; Illinois Income Tax Act, ILL. ANN. STAT. ch. 120, §§ 3301(b), 3-303 (Smith-Hurd Supp. 1970).
44. PROPOSED REGULATIONS § 300-2(c)(1) provides in part: "Any item may, in
a given case, constitute either business or nonbusiness income. The test in every case
is whether an item constitutes business or nonbusiness income under all the facts
and circumstances."
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property.45 Within each of the two classes, the regulations then establish certain presumptions to be used in determining whether income is
business or nonbusiness. These presumptions are rebuttable by clear
and convincing evidence to the contrary.4"
The presumptions, it is necessary to emphasize, establish guidelines for taxpayers; if income is classified in accordance with the presumptions, the burden of proof is on the Department of Revenue to
show that the classification is incorrect.4 7 Thus, the regulations provide very clear predictions, in the form of presumptions, as to how the
state will act in any circumstance; they also allow the taxpayer to be
quite certain of the tax consequences of his acts. This certainty allows
taxpayers to make good tax planning decisions. It also serves to reduce
the costs of compliance and administration for both the taxpayers and
the state. Corporations claim they are whipsawed by administrators.
Clear, uniform rules will eliminate whipsawing by either side in a controversy.
(1)

Income from IntangiblePersonalProperty

The first class of potential nonbusiness income is income from
intangible personal property. UDITPA provides that such income is
business income if the acquisition, management, and disposition of the
intangible personal property producing the income is an integral part
of the taxpayer's regular trade or business operations.48 Since the
prime legal justification for the existence of a corporation is to do business, the tentative conclusion is drawn that all income is business income. Accordingly, the Illinois proposed regulations allow the taxpayer to elect to treat all income as business income.49
Making this election establishes the presumption that all income
from intangible personal property is business income. All dividends,
45. Id. §§ 300-2(c)(2), (3).
46. Id. § 300-2(c)(1).
47. Under the Illinois Income Tax Act, as is usual in income tax statutes, the
tax administering body may correct the taxpayer's return. ILL. ANN. STAT. ch. 120,
§ 9-903 (Smith-Hurd Supp. 1970). The burden of proof is then on the taxpayer to
show that such change is not warranted. Id. § 9-908. The presumptions as to business and nonbusiness income proposed in the Illinois regulations reverse this situation. A taxpayer who follows the presumptions in classifying income as business or

nonbusiness is almost certain not to have his classification questioned on audit by the
state. If the classification is questioned, the taxpayer may use the regulations as his
defense. As a matter of policy, any tax administering body would be very reluctant to
attempt to overcome presumptions established by its own regulations.

48.

PROPOSED REGULATIONS

§ 300-2(c)(2)(A)(ii).

49.

Id. § 300-2(c) (2) (A)

provides:

"Corporations.

(i)

Election to treat as
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interest, royalties, and gains or losses from the sale of intangibles are
treated as business income subject to apportionment under the threefactor formula. Although it is clear that certain items of income from
intangibles will invariably be business income for any taxpayer (e.g.,
interest on customer accounts receivable and interest on regular installment sales), it is also clear that other taxpayers will have interest income
from sources that preclude an easy attribution of such income as either
business or nonbusiness income. Making the election relieves such
taxpayers of the burdens accompanying attempts to segregate this grayarea interest income, item by item, into the business and nonbusiness
categories. The election is made merely by filing a return and applying
the three-factor formula to an income base that includes income from
intangibles. Once a taxpayer has made the election, he must obtain
the permission of the tax administrator to change."0 This restriction is
necessary to prevent taxpayers from changing the treatment of such
items from year to year as may suit their short-run tax situation.
From the position of equitable tax administration, it seems eminently reasonable to adhere to the following principle: To the extent
that income from intangibles is produced as a result of business operations, all states in which the business is present should have the opportuity to tax their share of that income. Apportionment by formula
does this; allocation, item by item, does not.
One criticism of the elective approach, however, is that making
the election might subject a corporation to tax on more than 100 percent of its income. Consider, for example, a corporation that does
business in Illinois but is domiciled in a state that taxes income from
intangibles as nonbusiness income allocated entirely to the state of commercial domicile. If such a corporation elects to treat income from intangibles as business income on its Illinois tax return, not only would
a portion of it be taxed by Illinois, but 100 percent of it would be
taxed by the state of commercial domicile.
To discourage the use of the election, however, would be allowing
the bad rule to drive out the good. The election is part of a comprehensive proposal for a uniform regulation under UDITPA. If the regulation were generally adopted, duplicative taxation would never result,
business income. In the case of a corporation other than a personal holding company,
the consistent treatment of all items of capital gain or loss from the sale or exchange
of intangible personal property, and of all items of income from such property, as
business income, will be presumed to be correct. A corporation which has elected to
treat all such items as business income in any taxable year may change the treatment of
all or any such items in any subsequent year only with the consent of the Department."
50. Id.
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and a corporation would come closer to being accountable on 100 percent of its income to the states in which it operates. Until then, the
complaining corporation need not make the election.
The arguments against the election lose some significance when
the amount of income affected is taken into account. Income from
sources other than primary business operations are minor compared to
the income from such sources. 5 1 Thus, perhaps the election's greatest
virtue is that it greatly simplifies the computation of tax liability. Obviously the simplest state income tax would be one which subjects federal
taxable income to formulary apportionment. Providing taxpayers with
the election to subject all income to formulary apportionment is a step
in that direction.
In recognition of the fact that many corporations may not wish to
make the election, the regulation on income from intangibles goes on
to provide three presumptions that will be applied when an election is
not made.52
The three presumptions are designed to delineate fact situations
under which it would be reasonable to believe that the intangible personal property from which the income in question arises is of such significance to the corporation that the acquisition, management, and disposition of such property is an integral part of the corporation's regular
trade or business operations. The tests describe factual situations. If
any one of the three tests is met in fact, it is presumed that the income
flowing to the corporation is business income. The burden of showing
that the income is nonbusiness income is then on the corporation. The
presumptions, of course, are rebuttable by clear and convincing evidence to the contrary.
(a) The 50 Percent Ownership Test
test."

The first presumption is labeled "the 50 percent of ownership
a If a corporation owns stock representing 50 percent or more

51. Internal Revenue Service statistics from 1967 returns show that total receipts for manufacturing corporations was over $590 billion, for mining corporations
was over $13 billion, and for wholesale and retail trade corporations was over $410
billion. Receipts from dividends, interest, net gain from sale of assets, and receipts from
all other sources traditionally classified as nonbusiness amounted to approximately
$14 billion for manufacturing, $900 million for mining, and S7 billion for merchandising. The ratio of "nonbusiness" receipts to gross receipts was respectively .023846
manufacturing, .065898 mining, .017236 merchandising. The over-all ratio was .021740

or slightly more than 2%. INTERNAL REVENUE SERVICE, PuB. No. 159, PRELIMINARY
STATISTICS OF INCOME, 1967, CORPORATION INCOME TAX RETURNS 18-20 (1970).
52. PROPOSED REGULATIONS § 300-2(c) (2) (A) (ii).
53.

Id. § 300-2(c)(2)(A)(ii)(a)

provides:

"50%

ownership.

If a corpora-
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of the voting power of the stock of another corporation, all income
from intangibles received by the first corporation from the second
corporation will be presumed to be business income. This test is based
solely on control. If the requisite percentage of ownership is established, all income received from the controlled corporation is business
income. Not only would dividends received be deemed business income, but all other income from intangibles, such as interest and royalties, would be deemed business income.
The rationale behind this test is that if one firm has voting control
of another, it is reasonable to assume that the controlling firm is so
concerned with the operation of the controlled firm that the control
and resulting management of the second firm is a regular part of the
business operations of the first. Control is such a significant attribute
of ownership that it is unreasonable to believe that income from in-

tangibles from a controlled firm is merely a passive investment yielding
nonbusiness income. Thus, a taxpayer should bear the burden of proof
that such income is nonbusiness income.
(b)

The Flow of Goods or Services Test

The second presumption is labeled "the flow of goods or services

test."54

If there is a significant flow of goods or services between two

businesses, one of which owns intangible assets of the other, all income from these intangibles received by one from the other will be
presumed to be business income. Dividends, interest, know-how roytion other than a personal holding company owns stock possessing at least 50% of the
total combined voting power of all classes of stock entitled to vote of another corporation, the acquisition, management and disposition of stock or securities issued by the
second corporation, and of other intangible personal property giving rise to an item
of income from the second corporation will be presumed to constitute integral parts
of the first corporation's regular trade or business operations. Accordingly, capital
gains and losses from the sale or exchange of such property, and all items of income
from intangible personal property, including interest, dividends, rents and royalties
from such property, received by the first corporation from the second corporation, will
be presumed to be business income."
54. Id. § 300-2(c) (2) (A) (ii) (b) provides: "Flow of goods or services. If a
corporation other than a personal holding company owns stock or securities in another
corporation and if there is a significant flow of goods or services between the two
corporations, the acquisition, management and disposition of such stock or securities,
and of other intangible personal property giving rise to an item of income from the
second corporation will be presumed to constitute integral parts of the first corporation's regular trade or business operations. Accordingly, capital gains and losses from
the sale or exchange of such property, and all items of income from intangible personal
property, including interest, dividends, rents and royalties from such property, received
by the first corporation from the second corporation, will be presumed to be business
income."
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alties, and other income from intangibles would, therefore, be apportionable business income. This test is based on the dependent relationship between one corporation and another serving as a significant
supplier or significant customer of the first. For a flow of goods or
services to be "significant," it should be regular and must make a substantial contribution to the earnings of the corporation.
The rationale behind this second test is that if one firm has a
significant flow of goods or services to or from another firm, it is unreasonable to assume that amounts paid by the second firm with respect
to intangible assets owned by the first firm are nonbusiness income.
Rather, where one is a significant supplier or customer of the other
it is more reasonable to assume that the relationship between the two
is one arising in the regular course of business. The acquisition, management, and disposition of intangibles involving two such dependent
corporations represents more than passive investment activity. Therefore, if there is income from intangible property flowing from one corporation to another, and there is a significant flow of goods or services
between the two corporations, the burden of proof for showing such
income to be nonbusiness income rests on the taxpayer corporation.
(c)

The 10 Percent of CurrentAssets Test

The third presumption is labeled "the 10 percent of current assets
test."5 5 If the combined book value of intangible assets amounts to 10
percent or more of a corporation's current assets, the income produced
by those intangible assets will be presumed to be business income. The
book value of the stock in a corporation covered by the 50 percent
ownership test is excluded in determining the aggregate book value of
intangibles for this 10 percent test.
This third test is different in concept and application from the
two preceding tests. The first two apply in instances where there is
a one-to-one relationship between two firms. They are designed to
55. Id. § 300-2(c)(2)(A)(ii)(c) provides: "10% of current assets. If the
combined book value of stock (other than stock possessing at least 50% of the total
combined voting power of all classes of stock entitled to vote of another corporation),
securities, and other intangible personal property yielding rents or royalties, owned by a
corporation other than a personal holding company equals 10% of such corporation's
current assets, the acquisition, management and disposition of such property will be
presumed to constitute integral parts of the corporation's regular trade or business operations. Accordingly, capital gains and losses from the sale or exchange of such
property, and all items of income from intangible personal property, including interest,
dividends, rents and royalties from such property, received by such corporation, will
be presumed to be business income."
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show when income from intangibles paid by one corporation to another
is presumed to be business income. The third test is based solely on
the significance to the receiving firm of aggregate income from intangibles. If the book value of intangibles on the receiving firm's
balance sheet is 10 percent of current assets, the income received from
intangibles will be treated as business income.
The rationale behind this third test is that if the book value of
intangible property is equal to 10 percent of the value of current assets,
it is unreasonable to assume that the existence of such a significant
group of items plays merely a passive role in the firm's operations.
The burden of proof should be on the taxpayer to show that the acquisition, management, and disposition of such a significant part of
their assets represents passive investment activity rather than regular
business activity.
Current assets from the balance sheet, rather than income, were
chosen to measure the significance of intangible assets because income
figures are generally subject to greater fluctuation. If a percentage of
income were chosen for the test, the characterization of income from
intangibles as either business income or nonbusiness income might
change from year to year as income fluctuated. This is less likely to
happen when a balance sheet figure is used.
It should be reiterated that all three tests merely establish presumptions. Each test may be overcome by the taxpayer through the
presentation of clear and convincing evidence to the contrary. The
three tests taken together form a systematic approach for determining
when income from intangibles should be treated as business income.
The comprehensiveness of the system becomes readily apparent when
various fact situations are set against these tests. 56 Either the election
56. Id. § 300-2(c)(2)(C) provides: "(i) A corporation owns 65% of the voting
stock of B corporation. It receives dividends on such stock and, in 1970, disposes of
the stock by selling it to C corporation. The dividends and the capital gain or loss
realized by A on the sale of the stock will be presumed to be business income.
"(ii) D corporation owns 5% of the stock of E corporation, to whom D corporation
sells raw materials and from which D purchases a finished product. Dividends received by D on such stock will be presumed to be business income, as will capital gain
or loss realized by D on its sale.
"(iii) F corporation's year-end balance sheet shows current assets of $2,250,000,
consisting of $1,000,000 in inventories, $500,000 in receivables, $250,000 in cash, and
$500,000 in stocks and securities, of which $250,000 represents stock of F's whollyowned subsidiary. Since stocks and securities (other than stock of F's subsidiary) constitute more than 10% of F's current assets, interest and dividends received by F on
the stocks and securities will be presumed to be business income, as will capital gain or
loss realized by F on their sale.
"(iv) G corporation operates a chain of department stores, selling for cash and
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or the alternative presumptions avoid the difficulties of classifying as
business or nonbusiness certain income from intangible personal property.
(2)

Income from Real Property and Tangible Personal Property

The second class of potential nonbusiness income is income from
real property and tangible personal property. Again, the UDITPA definition permits the classification of such income as nonbusiness income
in certain circumstances. 5 7 And again, as with income from intangible
personal property, the tentative conclusion is drawn that all income
from real and tangible personal property is business income.5" Accordingly, the Illinois proposed regulations again allow the taxpayer to
elect, as with all income from intangible personal property, 59 to treat
all income from real property and tangible personal property as business
income.60
Making this election establishes the presumption that all income
from real property and tangible personal property is business income.
Clearly, rents are business income if a corporation is in the rental car
on credit. Service charges (interest) are received with respect to installment sales and
revolving charge accounts. Since the contracts giving rise to the income are property
the acquisition, management and disposition of which constitute integral parts of G's
regular trade or business operations, the interest is business income.
"(v)
H corporation is engaged in manufacturing and selling industrial chemicals.
In connection with that business, H obtains patents on certain of its products. H
licenses these patents in foreign countries, deriving royalty income therefrom. The
royalty income is business income.
"(vi)
J corporation is engaged in the music publishing business and holds copyrights on numerous songs. J acquires the assets of K corporation, a smaller music
publishing company, including copyrights previously held by K. Thereafter, J receives royalties on the former K copyrights. Such royalties are business income.
"(vii) The facts are the same as in example (vi), except that K corporation also
held a patent on a type of phonograph needle. J corporation has never manufactured
or sold phonographs and phonograph equipment, and does not enter that business
following acquisition of K's assets and the value of the patent is not significant
compared to the value of J's other assets. J receives a minor amount of royalty income
from the phonograph needle patent. The patent royalties are nonbusiness income."
57. Id. § 300-2(c)(3)(A)(ii).
58. Id. § 300-2(c)(3)(A)(i).
59. Id. § 300-2(c)(2)(A)(i).
60. Id. § 300-2(c)(3)(A) provides: "(i) Election to treat as business income.
In the case of a corporation other than a personal holding company, the consistent
treatment of all items of capital gain or loss from the sale or exchange of real and
tangible personal property, and of rents and royalties from such property, as business
income, will be presumed to be correct. A corporation which has elected to treat all
such items as business income for a taxable year may change the treatment of all or
any such items in any subsequent year only with the consent of the Department."
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business, and the gain or loss realized upon replacing those rental cars
is business income or loss. On the other hand, gain from the sale of
idle real estate that is held as a passive investment, not connected with
the business and not related to business operations, could easily be
classified as nonbusiness income. But, there remain those borderline
or gray-area instances where the determination becomes extremely difficult. In these intermediate situations, one state or taxpayer may call
certain income business income while another may call the income nonbusiness income. Using this election, like the first election, will eliminate the necessity for a laborious, and possibly disputed, item-by-item
classification.

This election has been subject to the same criticism as the election
for intangible personal property. The answers given above to that
criticism are applicable here as well. 6

Again, recognizing the fact that many corporations may not wish
to make the election, the regulations provide a simply alternative-a
presumption that all real and tangible personal property entering into
the property factor of the apportionment formula 2 produces business
income.63 The operation of this test can be seen more easily when

various fact situations are explored. 64

61. See text accompanying notes 51-52 supra.
62. UDITPA § 10 provides that only real or tangible personal property owned or
rented by the corporation is to be included in the property factor of the apportionment formula.
63. PROPOSED REGULATIONS § 300-2(c)(3) (A) (ii) provides: "Rules in absence
of election. Where a principal business activity of a corporation other than a personal holding company consists of leasing real or tangible personal property, or
where the leasing of such property is directly related to such corporation's business,
rents and royalties from such property are business income, and gains and losses from
the sale of such property are likewise business income. Further, gains and losses
from the sale of real or tangible personal property used or formerly used in such
corporation's regular trade or business operations are generally business income.
However, such gains or losses may constitute nonbusiness income if property formerly
used to produce business income was subsequently used for the production of nonbusiness income for a substantial period."
64. Id. § 300-2(c)(3)(C) provides: "(i) In conducting its manufacturing business, Corporation A systematically replaces automobiles, machines and other tangible
personal property used in the business, selling the used equipment. Gains and losses
resulting from such sales are business income.
"(ii) B corporation for many years conducts its manufacturing activities in two
plants. In 1970, B corporation closes one of the two plants and sells it. The gain or
loss is business income. The result is the same if B corporation rents the plant for
several years while attempting to dispose of it by sale, since the receipt of such temporary rental income constitutes an activity directly related to B's business. The
rent in such case is also business income.
"(iii) C corporation owns and occupies a building which it built for its corporate
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Finally, it has been suggested that including all income in business
income precludes proper application of the three-factor apportionment
formula; the property factor does not include intangibles15 and the
sales factor may not include dividends, interest, rents, royalties, or some
gains or losses.6 6 As has been pointed out, the nature of the threefactor formula is not decisive in determining what income is business
income and what income is not; the formulary measure of apportionment operates independently of the business-nonbusiness dichotomy.
Whereas the components of the formula determine how much income
can be apportioned to any one taxing jurisdiction, we have been concerned here with determining to what particular income the formula
should be applied.
headquarters. When C's operations require it to obtain a larger home office, it rents
its former headquarters to an investment company under a 5-year lease. On the expiration of the lease, C sells the building to the investment company. The rental income and the gain or loss on the sale are nonbusiness income because, although the
building was formerly used in C's business, it has been converted to the production of
nonbusiness income over a substantial period of time. The long-term lease represents a transaction not related to C's business.
"(iv) D corporation manufactures its product at a plant in Chicago. In 1968,
it acquires additional vacant land adjacent to the plant with an eye to expansion, and
uses the land as a parking lot for employees and customers. In 1970, D closes the
plant and sells both the plant and the vacant land. The gain or loss is business income, since both the plant and the vacant land were used in D's business operations.
"(v)
E corporation manufactures its product at a plant in Chicago. In 1968, it
acquires vacant land in Iowa with an eye to building a new plant there. In 1970, E
sells the vacant land. The gain or loss is nonbusiness income, because the land was
never used in E's business operations.
"(vi) F corporation operates a multi-state car rental business. The income
from F's car rentals is business income.
"(vii)
G corporation operates a chain of men's clothing stores. It purchases a
5-story office building, using the street floor as a store, and the second and third
floors as its corporate headquarters. It leases the remaining two floors to others for
offices. Since the building was acquired primarily for use by G in connection with
G's business, the rental income, being directly related to G's business, is business
income.
"(viii)
The facts are the same as in example (vii), except that the building is a
20-story building, of which G leases 17 floors to a single lessee under a net lease.
This is the only rental property owned by G. The rental income is non-business income, since the portion of the building not used by G in its business is simply an
investment.
"(ix)
H corporation is engaged in heavy construction business, using equipment
such as cranes, tractors and earth-moving vehicles which it owns. H makes shortterm leases of such equipment when it is not needed on a particular construction
project. The rental income is business income, being directly related to H's regular
business operations."
65. UDITPA § 10.
66. Id. § 15.
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Conclusion
The above discussion has set out a theory for establishing a uniform business income regulation under UDITPA. The proposed Illinois business income regulation has been suggested as an example of
the form such a regulation might take. The Illinois regulation was
chosen because it is the only existing published draft of a comprehensive regulation. It does not represent solely the thoughts of the
Illinois tax administrators. Extensive advice and drafting aid were
given the Illinois administrators by members of the Regulations Committee of the Multistate Tax Commission. Further, the work of the
Regulations Committee of the National Association of Tax Administrators was of great help. The regulation is presented as suitable for
adoption by al income tax states using UDITPA or its equivalent.
The underlying theme of this paper has been the need for uniformity in state taxation of multistate business. There may be those
who disagree that uniformity is, in fact, a desirable goal. But tax administrators of the several income tax states and tax managers of multistate corporations should welcome uniformity. In meeting compliance
standards, a uniform approach would facilitate the filing and reporting
requirements of most multistate taxpayers. Uniformity would certainly facilitate tax administration. Finally, uniformity should lead to
elimination of perhaps the single greatest objection raised by multistate
corporations in responding to the reporting and filing requirements of
the several states-that more than 100 percent of income is exposed
to tax. Elimination of the disparity that now exists would eliminate
such situations. The authors believe the Illinois approach outlined
in this paper is a satisfactory resolution of the problems discussed.

